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An increasing trend ever a period ef time is a sign of
sickness because a higher trend indicates more current assets
in relation to total assets which may be due to more liquidity
or maintenance of a bigger inventory or more sundry debtors.
All this indicates under-utilisation of capital which affects the
profitability of a firm.
Strictly speaking, the ratio of current assets to total
assets should not be studied independently. This ratio together
with current liabilities to total assets clearly gives the short-
term liquidity position and solvency of a firm. If an increase
in current liabilities is associated with an increase in current
assets, it does not pose any problem. The problem arises
only when increasing current liabilities are not associated with
a corresponding increase in current assets. Such a situation
weakens the base of the fixed capital. Likewise, increasing
current assets in relation to total assets, not accompanied by
increasing current liabilities, implies under-utilisation of capital.
This reduces the profitability of a firm. Hence, current assets
to total assets and current liabilities to total assets together
give a complete idea of the financial position and utilisation
of capital in the short run.
Net Working Capital / Total Assets
The net working capital / total assets ratio is the product
of the above two ratios i.e., current assets to total assets and
current liabilities to total assets. Total assets can be derived
by adding all the assets-fixed and current after deducting
intangible and fictitious assets.
This ratio brings out the relationship between working
capital and total assets. An increasing trend of this ratio
implies maintenance of unnecessarily high liquidity to meet
current obligations which adversely affects profitability.
Likewise., an increasing negative ratio accompanied by
continuous losses is a sign of sickness. It is difficult to estab-
lish a standard ratio for all industries as the value of the
ratio depends on the nature of the industry and its seasonal
character. This ratio gives an idea of the short-term liquidity
of a firm.